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COlman (C) of the .xampl. deaonatrat_ that when th.

nonreguiatad LOB incur. a 10•• , the r.gulated operatiolUl absorb a

tax axpans. which i. great.r than th. aaount for which th. C01Ipany

is liable to the Fad.ral govarmaant. Thi. i. a perman.nt

differance for which the Company will n.ver be liable. The Company

is able to us. currant expena_incurred in conjunction with

sarvic_ .ubj.et to regulation to subsi4ize .ervic•• which are not

requlated or tariffed., since the IIOney retained froa th. higher tax

expense cbargad to r89\llated operatiolUl ••rv_ to offs.t or

.ub.i4iz. th. 10•••• of th. nonr89Ulated LOB.

Tbe cc.pany'. nonrequlated linea of 1HIainea. lo.t aoney each

year of t.be audit perioc1. '!'be•• 10••_ were caused prillarily by

1=he 108_ of its CUstcmer Preai_ Bqui~t (CPE) LOB.. '!'b.

&aOunts lIbown below w.r. added back to revulated tax expens. a•.a

r ••ult of the nonr.gulat.d 10•••••

Tax Bffect. of
NODr89\llated Lo....

A4ded To Ra9Ulate4 Fit
bpene'

$1',f76,875

1'88

1"9

·1-"0

1.91

Total

$ 632,363

5,712,729

6,76',635

6,362,148
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The aaounta charged to raqulated incoaa tax expense were increaaed
•

by the $19.5 million ahown above aa a re.ult of nonregulated loa.ea

aven though the $19.5 million waa not and will not be paid to the

Federal government. Conaequently, the $19.5 million charged to

regulated tax expense reduced the regulated returns each year and

al.o reduced (.ub.idized) the net after-tax 10.... of the

nonregulated line. of busin....

caUl.

'1'be cc.pany believ.. that ita actjua1:aen'ta result in an

-equitable apportionment- between regulated and nonregulated incem.

tax expense. It i. the coapany·. po.ition that ¥ben a nonregulated

LOB 10_ aoney, any tax 'treat.ent other than that which it UHa

will rault in a .ub.idy froa nonre9\1lated operations to re9UJ.ated

operations. Thi. logic, with which the auditors di.agree, _ the

root cauae of the condition and effect di.cua.ecl above.

Bacg==ndatign

Incoae tax.. charged to r89UJ,ated operations abould not be

used to .ubsidize the 10.... of nonr89Ulated product. and .ervic..

offered by Southern Bell - Georgia. In order to stop the .ubsidy

on a !i~ing-forward ba.i., the adj uataell'ta to total coapany and

regulated tax exPenaa should be liaited to subtracting taxe.

r ..ulting .olely froa the taxable iOCAM - not 10.... - of

nonregulated line. of busin.... aavarding the past .ub.idie., the

awiit:ors r.comaend that th. $19.5 Jlillion Which the Coapany dabited
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to the tax expense of it. regulated operations over the four-year
•

audit perioc1 be .et up a. an accuaulatecl deferred tax aJIOUDt with

• corruponding debit to account 7220 - Operating FIT - current

NonraCJUlatecl. '!'be accumulated cleferred tax.. shoulcl be deducted

fram rate k»ase and aJIOrtized over a four-year period as equal

annual reductions to raCJUlated tax expense.

The Company believe. that this adjua'bDent would constitute an

unlawful taking of Southem Bell' s property in contravention of the

14th Aaendaent to the unitecl State. constitution a. well a.

analQ90ua provisions of the Georgia constitution. The CoJIpany also

believu the reco_ndecl adjuataent would cC?ntravene federal

decisions on BQa and Bluefield, as well as caae authority in

Qaorgia.

There uy or ..y not be Ilerit to the CoapanyI. legal

allegations. '!'be auelitors disagr.., froa a tecbnical standlfaint,

that the reccmaended acljuataent would constitute a "taking" of

Southern Bell IS property since the auditors believe the tax expense

aaounts in question were improperly cbar9ed to reCJUlated

operations. The auditors further believe that to continue this

practice will continue an iIlproper cross-subsidy.
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4. '!'be Ccmaiaaion abould iJultJ:UC't the ea.pany to utch

bepltit. tp rllated cp·t··

It ia axi01l&tic that caata and. l::»enafita ahould ~ ..tchad.

Thia finding identifiea inter_t inca- (a benefit) received in

1991 by 'the ccmpany relating to an UIOunt included aDove-the-line

in regulated rate ba.e (a caat) for ei911t yeara. The Co.pany·.

literal interpretation of the Part 32 USQA r_ulted in 'the entire

benefit being recorded below-the-line, i.e. the benefit va. not

..tcbed to the co.t. The auditon rec~ that the Ccmai••ion

instruct the COJIPany to ..tell specific benefita to related co.ts.

criteria

Benefits should be ..tcbed to r.latacl CCHIta.

•cpnditipn

In January, 1991 Southam Ball - Geozogia received $2.7 aillion

in inter_t inCOlMl frOll the IRS relatiDq to a 1983 payment to the

o IRS. The 1983 payaent va. caapriaect of tax and. intar_t a••ociatad

vith a 1978 diaputed i.aue. '!'be tax coapanent of the 1983 p.~t

r_ulted in a $.8 Jlillion accuau1ated deferred tax dabit which

incr..aect regulatacl rate baae without any corr_panding reduction

to r-.uJ,atect tax expense. 'l'he intereat portion of the 1983 payaant

va. charved to nonregulated operations ·~low-the-line·.

'!'be inter_t inccme racaived in 1991 and recorc:lac1 ~low-tha

line related to bath the inter_t expense and tax.. paid in 1983.
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Therefore, a portion of the interut incou related directly to t:ha

$ •8 .J.llion Daunt which vas included in Southern Bell - Georqia I s

rate base, above-the-line, for approxillately 8 years.

Southern Ball - Gaozovia' s ftOnrtMJU1a~ balow-the-l'in.

operations derived a benefit at tba axpansa of its regulated &boYe

the-line operations. Alt:hoWJh t.ba regulated operations bore the

carryinc; costs of a $.8 Jlillion rata ba.e aaount for 8 y_r., none

of the r ..ulting benefits were ..tched to th..e costs.

Cau••

Part 32 clafinitions place -intereat 1Dca.a- balaw-t.he-l1ne.

In th_ circu:astanc•• , .trict adherence to Part 32 enabled the

coapany to derive a nonragulated banefit at the axpansa of
•regulated operations.

R.cgwen4at;ign

The Ccmai.sion should instruct ~ COIIpany to _tch banafit.

to related costs.
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AccUaulatad def.rred tax_ and unaaortized
inv••t.ent tax creelits which r.pr_nt tax••
charg.d to regulated oPerations should not be
transf.rred to nonregulat.d OPerations. Ca••-by
case burden of proof conc.rninq any IRe violation
balenp. yi1;h ttl. Cqapany.

Accuaulatad def.rred inccme tax_ (WADI'l'sW) and una:aortized

i!1v_taent tax credit. (WITCIIW) qenerated uncler regulation

r.pr_nt charg•• to tax expana. for tax_ that were not actually

paid• In general, it i. a••1DI8d that th••• tax aaounts will

• ventually be used to reduce future tax expen.... If ADITs and

unuaortizad rrcs are lien.rated under r89Uiation and then

transferred to a nonr89UJ,ated affiliate, the transfer r.sults in a

.ubsidy to the CoJIpany" sharehold.r.. Thi. findinq identifies

certain ADITs and unuaortiz.d ITCII transferred from Southern Bell -•
Georgia to nonregulated operations. Th••• transf.rs ..y bave

r_ulted in .uch .ubsidi... con••quently, the auditors recomaend

that ADITs and unaaortized I'l'CII generated under r.gulated

OPerations not be transferr.d to nonr89Ulated oPerations. Should

the coapany claia that .uch transf.rs are required to avoid IRS

violations, the auditors r.comaand that the burden of proof be

placect on the COJIPADY on a cas_by-caa. ba.is.

critzeria

One ot the abjectiv.. ot this aud!t was to learn wh.ther, as

a r_ult of the relationship betw.en the Coapany' • regulated

tal.phone OPerations and its nonrecJU1ated activiti_ and the
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noDre9\llatecl operations of its affiliat.., Southern Bell's

regula~ customers are.protected tro. cross-subsidy.

Cpp4itigD

Durin9 the course ot the 1988 to 1991 aud.it period the Company

_de .everal a••et transter. to and froa affiliat.ad companie.. The

accwaulatad deterred incOJla tax.. and ~rtizad inva.taent tax

cradita a.sociated with th_ as_ta were -transferred- along with

the related a••eta. Certain of the ADI'l'a and unaaortized lTe. that

were transferred represent. tax exPanSe. cbar9ed t.o revulated

operat.ions which ware not actually paiel. The quiel-pro-quo is that

theae uaounta would be used to reduce fut.ure raeJUlated taxe.. once

the ADIT. and unaaortized ITCS were transferred out of regulation,

tba coapany was relieved of the nece••ity to reduce tuture

re9UJ,atect tax expen.e uneler the teras of the quiel-pro-quo. •

The table below s1Daarizes the specific transfers of which the

auditors are 'aware:

Transfers of ADIT &Del
OnallOrtiaec1 r1'Ca Praa
~atec1 Operations to
"QWM111a1j,ad Opent;igp.

~
1985
1987
1989
1991

Rgcript;igD
Soutbern Bell - Ga. to ASI
Soutbarn Ball - Ga. to ass
Soutbern Ball to ass
Southern Bell - Ga. to BeI

MA;aount not provided to auelitors.
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Th. 1985 transf.r w•• from South.rn Ball - Georgi. to Adv.nc.d
•

5y.t_, Inc. ("ASI"). Advanced Sy.t..., Inc. w•• a .ubsidiary

cr_tad to h.ndle the Company'. CPE ):)u.in•••• Prior to the

cr_tion of ••epar.te entity in 1985, the CPE ••••t ••ttri):)utable

to Southern Bell - Georgia I. ASI line of ):)usin... were .egregated

froa the comp.nyI. regul.ted oper.tions in Southern Bell'. ):)ooks of

.ccount on a alow-th.-lin. ):)..i •• In 1989, the CPE lin. of

):)usinu. w.. reintegr.ted into SoU'thern Bell - Georgi••••

nonrequl.ted line of ):)usinea. and that auch r.inteqr.tion was the

pri.-ry caus. of the croaa-.u):).idy discus.ed in Finding No. 12.

Th. 1987 and 1989 transfer. were to BellSouth servic... As.
deacri):)ed in Finding No. 12, the Caapany ~an to add ):)ack

BellSouth servicu n.t incOll8 and. equity to Qeorvia·. _rn1ng. and.

r.t. J:aa. r.spectively. The Collpany contencls that acau.. the

~rtized ITCS transf.rr.d to BSS continued to a aJIOrtitad on

BSS '. ):)oaks, Georvia·. revulated custcmers receiv.d all the ••••t

related tax anefit. to which they are .ppropri.tely entitled.

In general, the .uditor. would agr_ with r_pect to the .dc!

back of the 1989 aaount. As explain.d in Pinding No. 12, the BSS

add-back appears to have r.ault.d in a .ubsidy to the Company'.

nonregulated cn lin. of Dusin.... Whil. the add-l:»ack should bav.

prot.cted r8CJUlated custOllera, the CPE croaa-.ubsidy convolut•• the

i.au.. The firat y~ of th. add-):)ack was 1989. Th. regulated

cuatc.er. w.r. not prot.cted in 1987 or 1988 revarding the 1987

transfer.

Pinally, tb. Ccapany conteDds that tb. aa_ta which w.r.
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traMferred in 1991 to Bel bad bean a••i9l*1 or apportioned to

nonregul-ated on Southem Balli s ):)oou- 'l'ha auditora examined the

actual j oumal voucher as.ociated with this entry. Tbe ADITs in

qu_t.ion were included in the following function coc:laa (IIFCSII )

wbile on Southem Ballis ):)oou: 5085 and 5088. Both of tb_e FC.

are cc.aon and are allocated »atwean r89U1atad and nonreguJ.ated

lines-of-):)usine•• on the regulated companyls books via the cost

allocation aanual.

Tba transfers a):)ove _y or _y not bave reault.ad in suk»sidi_

to the Coapany IS sbareholders. fte auditora »alieve the practice

of tranaferrinv ADITs and unuaortizad ITCs generat.ed and charged to

r89UJ,atad operations to nonr89Ulated operations will re.ult in

suk»sidi_ to the Company'. shareholders. •

CI\lJIe

fte Ccmpany ci~ t.o Part 32.27 of the USQA and certain IRS

private letter rulill9. as the cause of th_ traDafers. The

auditors bave found no specific Part 32 requirell8llt to transfer

ADIT. and unaaortizad ITCs al0D9 with the related assets.

Fur'tbenaore, the Caapany in fact retained the ADIT. on the Southem

Ball - Qa. })ooka ..sociatad with the transfer of an airplane to

BSS. fte auclitora are, bowever, cognizant of certain IRS private

letter ruliDeJs which indicate that retention of unaaortizad ITCs

attri):)uta))le to as.ets no loft9er in rate baae would violate

III - 29
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noralizat:Lon raquir_nt••
•

!M9'"nd.t;ign

ADrr. and UDUIOrtized ITCa which repr_Clt taxe. charged to

racJU1ated operations Mould not be transferred to nonregulated

operational Such transfer. r_ult in a subsidy to the Company'.

abaraholCSer.. Tbe Commis.ion should require the. coapany to prove,

on a caaa-by-case basis, that it will a in violation of the

Internal RaYenue Code bafore any ADrrs or unaaortizad ITCa

generated under regulation are transferred to DODrtMiUlated

operational
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6.

·'
The Cc.ais.ion should be cognizant that the Company
aerives benefits through aefarred tax activity in
rite el,. yaar. an4 npn-rAt' gase yaarl.

The calculations and rules surrounding aeferred tax

calculations enable the Ccmpany to derive benefits in rate ca.e

year. and non-rate ca.e years. This finding deaonstrat.. that the

cOJIP&Dy deriVed a cub benefit froa deferred tax.. in 'the Rule Nisi

ca•• , and reduced earnings and inerealed rat. bal. through deferred

tax.. in non-rat. ca.e years. The auditors reco~ that the

co.-i.lion be eOCJDizant of Cc.pany's u,ility. to derive the..

benefits at the axpanae of its reljJUlatad CUIltoaar. in the tax area.

criteria
...

Accuaulatad d.f.rred incc.e tax.. (-ADI'!'- > are deducted from

th. coapany'. r8CJlllated rat. ba.. becaus. th.y r.pr'lent cOlt-fre.

capital d.rived froa r89UJ,ated CUIltcmers through the revulatory

Cpnditipn

In general, deferred tax.. have the follovin; iJlpac:ta:

a). A debit (incr_> to deferred tax axpanaa and a cracUt
to accuaulated deferred inccae tax.. multI in higher
axpanaa with a corruponding reduction to th. rat. ba...

~) A credit (deerea..> to deferred tax axpanaa and a debit
to accwaulated d.f.rred inCOJle tax.. r ..ults in lower
expans. with a eorre.ponding increa.. to rate ~s••

Th. coapany d.rives a cash benefit when deferred tax debits
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are inclucled in allowable expena.. in a rate cu. because the

expenIIe is noncash. Tb_ expenses are charg.d to custOJlers _in the

fora of higher rates and yet there is no corresponding cash outlay

on the part of the Coapany. Furtharaore, in a rate ca.. the

benefit to the Company of the iner....d cash flow normally exc.eds

the value of the corre.ponding rate ~.. deduction. In non-rate

ca.. yeara it is in the company'. bast intereat to build rate base.

While reviewing th. coapany' a tax return calculations, the

auclitor. notecl an anomalous situation concerning Southern Bell -

Georgia •s deferred tax .xpan_. The tabla below shows the

coapany's def.rracl tax expens.. for ..ch audit y-.r. The only rate

case cluring the audit periocl was th. aule NISI case which was baaacl

on a 1'" t ..t year. 'The only yur the coapany recordacl a Cieferracl

tax debit was 1"9, i.e. the Rule NISI t ..t year.· The coapany·.
IIdeferred tax expense was n89ative for all other years. Thus, the

Coapany derived the cash flow benefit in th. Rule NISI case and

than built rat·e ba.e in all other non-rate cas. year••

S~ry of Deterred Tax BxpeDaa
1,aa to 1991

laU:1,a.
19"
1"0
1"1

($000,000)

Southern Bell
1'At*1 espmeny

$ ( 5)
53

( 85)
(135)

c;eprqia
$(17)

34
(17)
(13)

Tba d.ferred taxas were n8CJative in the non-rate ca.e years

because the ccmpany recorded. expen... in tho.e year. which were not

deductible tor tax purpo_: vacation pay accruals, for ex_ple.
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vacation pay accruals .r. .lso non-cash expena... Therefor., in
•

the non-r.t. ca.. y.ars, the coapany recorded non-cash expen.es

which reduced net inco._ on a net 1:»Uis after th. d.ferred tax

credit, and at th..... tilae incr_ed its rate ):)as. throuflb a

d.ferred tax entry.

atfest
Tbe coapany d.rived. nat cash benefit in tba Rul.. KISI ca..,

and then d.cr••••d n.t ••minfl. Whil. incr_ing rate DaM· in th.

non-rate ca.. y.ars.

'esP""'V"1;igD

Th. .uditor. concur that thi. Pin4ing 40ea not identify any

violation of caAP, Part 32 or IJlC provisiona. lIeverthel_s, th•

• uditor. r.c~ that th. C~i.sion be COfJIlizant ot th.

coapany·. ability to d.riv. ben.fits at the exPenM of its

reflUl.ted cuatc.era tbrou9b d.ferred tax .ctivity in rat. c•••

. years ADd non-rat. cas. years.
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•

7.

to

Georqia PSC auditor. should be provided access to
all ipcQII tAX return' and ;alat.d wprkDlptrs •

The auditor. bave identified various tax-related finclincJ.,

several of which identify cro••-.ub.ielies. However, the auclitora

were unaJ:»le to reconcile Southern Bell - Geoxvia" 1991 tax

calculation to BellSouth Telecc.aunications' tax return because the

Caapany denied th_ acce•• to records relating to any nonravuJ,ated

operations other than tho.e .pacifically provided by Southern Bell

- Georg'ia. '!'be custOllara of the COIIPIDY" ravulated .ervi~ are

not protecte4 frca cro••-.ub.idy a. long' .. acce.. to .uch tax

infoZ'IIAtion i. 4enie4. The e:e-i••ion Mould direct the Cc.pany to

provide Georvia PSC auditor. with unrestricted acces. to all tax

returns and related workpaPera.

critlria

Telecc.aunicationa oCOJlPlUli.. in Georg-ia _Y not U8e current

revenues earned or expense. incurred in conjunction with services

.ubject to r89\llation to .ubsidize services which are not retJUlated

or tariffe4. B one of the objective. of this audit va. to learn

vhether, a. a re8ult of the relationahip between the CoapaDy'.

refi\llate4 telephone oPerations and it. nonrevuJ,ated activitie. and

the nODreeJUlated OPerations of its affiliates, Southern Bell"

revuJ,ate4 cu.tc:.er. are protected aqainst cro••-.ub.idy. '!'be

BO.C.G.A. Section 46-2-23(9).
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c~iaaion has defined cross-subsidy as any action undertaken by
•

SM which results in an understat~t of intra.tate regulated

revenues or an overstat...nt of intrastate regulated expanses or

inv_t:aent for 5B'l'.26

cgnditipn

The auditors identified a tax deduction bein9 taken on the SSC

Federal tax return which was ..sociated with coats being incurred

by the regulated operationa. The tax benefit of this deduction was

not beinc; flowed down to the r89Ulated operations. This situation,

as discussed in Finding No.1, r_ulted in a croa~-subsidy froll the

regulated operating cOIIp&Dy to the nonregulated parent.

Given this cross-subsidy, the audi'tara considered it

appropriate to review the parent cOllpany return and reconcile it to

the Southern Bell - Georqia tax calculation. The auditor" were

denied access to any consolidating workpapers underlyinq the parent

coapany's return and any subsidiary's tax return other than

Southam Ball's and BallSouth Services'.

In responae to audit requ.t KJJI-33 ~ Coapany oftered

certain eonaolidated tax intoraation with the proviso that all

BallSou'th Enterpri_s infonaation would be redacted trOll the

wor~P.C'S. In .senee, no workpapera underlying BellSouth

corporation's conaolidatec1 tax returns were shown to the auditors.

The auclitors intor1l8d the Coapany that they intended to report

their ina1)ility to reconcile th_ tax returns due to the denial ot

~ket No. 3987-0.
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ace". to the reque.ted recorcla. On Novellbar 19, 1993, the.
auditor. were oftered a li.t of the various affiliate tax returns.

The Coapany was asked it the auditors could .elect affiliates froa

the 1i.t on a te.t basi. and review tho.e tax r.turns. The Coapany

would not allow thi. approach.·

Next, the auditor. a.ked if th.y could ••lect affiliatea froa

the co.t Allocation Manual and review tho.e returns. Aqain, the

answer was no. The auditors d.terainad that an unaw:litable list

was worthl••••

Audit r.que.t MJJI-al requ..ted typical apreadah••t .Ullllari..

of tax payaents, taxable inco.e and allocatioJ1 of consolidate

returns, tax cre4its and _parate tax calculations, and a"...ri..

ot tax and allocation entri.. reaulting in final tax liabiliti...

The coapany would not provide the intor.ation for any companies

other than Southern Bell, South central Bell, BellSouth sel-vic••

and BellSouth Consolidated.

In a January 13, 1114 letter relatin9 to audit requeat MJJI-IO

the coapany oftered to -provi4e the total )x)t'toa-line UlOunt

r_itte4 by BellSoutb corporation on its consolidated tax r.turn a.

w.ll as a li.t ot all entiti.. that were party to the return-.

How.ver, in a February 10, 1994 ...ting, the auditor. were info%1Mld

that .~e .ubject li.t would not be provided.

Finally, the auditors ware al.o denied accaa. to nonr~atad

tax inforllation relating to any other Southern Bell atate. The

table below .u..arize. the atteaptad r.conciliation.
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Atteapted Reconciliation
of Tax "turns 1991

($000,000)

DMcript;ign
1. SB - Ga. Ped. Tax Return Liability
2. other South.rn Ball stat••
3 • Total South.rn Ball
4. oth.r Affiliat••
S. BallSouth corporation

Etf·gt

MAW
$111.5

315.1
426.6
¥¥¥¥

$xxxx

Able to T••t
y-
No

Ravi.1Id ratm:n
No

Ravi-..d return

Anythinq other than an unqualified -y..- under 1:hI -Abl. to

'1'.st- eo1mm above r ••ult. in an inability to parfora the attlaptad

reconciliation. Thus, the auditor. v.r. UDa1:»1•. to parfona the

attlllPt.ed r.conciliation as a r_ult of baine; 'daniacl acc••• to

cartain dacu.ants. With the inclusion of this .pacific finding,

the auditor. bav. idantifiacl .avan tax-r.lated findings. S.varal

of th_ involv. cross-sub.idi... Ther.fore, it is 1:hI auditors
•

opinion that, unl••s the GIorgia PIC auelitors art provided acces.

to all incOlll tax r.turns and r.lated workpapars ...ociat.d with

the consolidat.d r.turn of which South.rn BIll - GIorgia is a

IlIJIbar, GIorgia •• regulatacl custoaara art not prot.cted against

creas-.ubsidy.

CUM

Ca.pany danial of ace... to tax r.turns and vorkpapar.

r.latinv to nonrlCJU1atld operations.
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1IS'?'"D4,tipD
•

The Coapany should ):)e iMtructed to provide Gaorqia PSC

auditors with unrutrietad access to all tax returns and related

worJcpapars.

•
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Th. Cc..pA!1y .hould be r.prDanc1e4 for aelding
-..oryC&lll 10.... to th. Surv.illance Report
without notityinV the ccmai••ion and th. ComPany',
failure to fill tariffs and .upporting' cost ot
••aic. studi'l,

Inclusion in th. surv.illanc. Report of -..orycalll r ••ults

bt9inninV in Jun. 1991 was not reported to th. ea-i.sion, Full

r.portin9 of .uch r.sults aDd filinv of a tariff and cost of

s.rvice .tudy, includill9 all workpapers in .upport ther.of

ca.onatratinv that the pric. of Naoryc&lll i. just.and reasonabl.,

would bav. parmitt.d a currant apprai.al of' South.rn Bell' •

progr_. in the transition to a caapetitiv. enviromaent and be

consistent with vaals _tablilhed by the COIIIIission. Th. r.cord

r.latiD9 to x-oryCalll is sa.ewhat convolute4. It appear•..
South.rn Bell d.t.rmined, on an infoZ'll&l balis, how it in1:eDd.d to

int.rpr.t and implement the various provi.ions of the Ord.r in

Docket No. 4000-tJ.

At a ainiJlua, the auditors believe that SIST should bav.

notified the Ccmaission and filed tariffs ¥ban it be9an to a44

x-DryCalll operatin9 10.... to revulated operations. Thi. would

bav. peraitt.d a proapt and fair evaluation of the trial offering

of -..orycalli.

~ant .uch a proc••• , Southern Bell had the opportunity to

interpr.t and iapl~t the broacl principl_ of the Order in .uch

a aannar as to disaclvantav. ita coapetitors or oth.rwis. act in a

aanner contrary to the public int.r••t. Th. COJIpany Ihould be
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repriJlanded for its failure to notify the Ccmaission, and its

failure to file a tariff and .upporting cost of .ervice study.

criteria

The following quotations are excerpted froa the May 21, 1991

Order of the co.-i••ion in Docket No. 4000-U.

Nothing in this record diaprov.. the poaaibility that
JI_orycalll is croaa-subaidized and/or predatorily priced.
Rather, the record aU99..ta the oppoaita poaaibility, naaely
that Jluorycalll ia price4 below coat. Z7

Whatever the rea.ona, the actual coat analyai. filed by SaT at
the clo_ of the Docket ia insUfficient to allow the record in
this case to reflect a detailed, r_onad analyais of the true
coat to SST of provic:linC) JI~rycalll••

ACTION TAIIN TO PBIDII'1' AIIIUQR PI'l'IR IO'QPQLX AIItlSE
As explained in the Order, the cc.aission deaire. to

prOJlOta the daveloPMnt ot an efficient, CCIIIP8titive ES
..rket, including apecifically the VIIS .-rkat. SaTa pre.ence
therein will ..aiat that davelopaant, ao 10119 as SaT i.
practically prevented from using ita aonopoly poaition to
unfairly proaote and provide ita enhanced aervice. OVaD. ita
competitor'. siailar aarvic...8

Ordered further, that SST ahall file a cQIIPlete coat of
service study, including all workpaper. in a~rt thereot,
d_onstrating that the price of .-.oryCall i. just and
reasonable.

CgnditigD

:l:n Docket No. 38'6-U, the Ccmpany was in81:rUcted to file

tariff. anc:l coat support relating to ita IIeaoryC&lll service.

270rcler of the Ca.aia.ion, Docket Ho. 4000-U, May 21, 1991, p.
41.

au., p. 42.

814., p. 47.
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certain co.t data was fil.d on th. la.t day of the bearings in

Docket No. 4000-0. '!'he Company inforaad th. aWSitors that it has

not filed tariffs becau.e the 3896-U Orders ware .tayed and the

ord.r in Docket No. 4000-U did not .pecify tariff••

ACCording to line-of-busin... incCDla .ta~ts, M_orycalll

has lost aoney each year since its inc.ption. Appendix D to thi.

r.port i. a copy of the Coapany-d.v.lopad 1991 .line-of-buain•••

inccma .tat_ent for M.-oryCalll with all D"·ba-n cl.l.ted. The

C01Ipany contend. that it i. inappropriate to rely on thi••tat~t

to determine the prOfitaDility of JIeaorycalll •

In Jun. 1991 the CoJapany began to add -..oriC&lll 10.... to

the regulated r ••ult. of operations included in the Ga0Z09ia

surv.illance Report. 1'11. surv.illance Report aada no aention of

the add-back of the 10•••• , and it is impo••ible to ~rmina by

axaaining the Surveillance Report that .uch an add-back- was

occurring. The Coapany did not identify specific Maaorycalll

infor-.tion becau.e it was propri.tary.

Th. only indication, prior to this audit, that JIaoryC&lll was

includ.d in the Surv.illanc. Report wall throU9h croa.-.x••ination

of a Company witn... in Docket No. 3987-U on Pebruary 19, 1992,

i... nina aonths aft.r the COJIpany began to be add back 10.... to

the s~.illanca Report. Th. colloquies below r.pr..ent the

company'••dvi~t to the Ccmai••ion.

By Ca.ai••ion.r Rowan: The Coaai••ion --- thi. aight not
bav. bean adjudicated all the way,
but ther.'. an a_lmption I beli.ve
on the eo.ai••ionara part that
Heaorycalll was a regulated entity.
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The witn.s. :
•

By Kr. Melan:

A.

Q.

A.

.'
Yu. 30

* * * *
So at that point, was it the
cOIIpany' • position that Kemorycalll

was re4)Ulated?

I don't think it was the COIIpany'.
po.ition. It to .. i. & 189&1
arvuaant of wbether it was revuJ,ated
or non-revuJ,ated, and ve appealed to
the FCC to try to re.olve that
i ••ue. But fraa the standpoint of
the earning'. report, .ince the
Georvia cc.ai••ion bad ruled and
that wa. the rule of the day, then
the non-regulated -- previously non
ret)U1.ated inv..t:aent expense. for
_oryCalll were included in the
intra.tate re.ulta .tarting in June
of 1"1.

Q. So it w_ in - they vere included
100 percent intrastate?

A. Y.., they were. '1'hat wa. the
interpretation of the CCDIJIi••ion ' •
June Order a. relayed to me. ..

. Mr. A4elaan: No furtber
Chairman. 31

questions, Mr.

The auditor. do not a9%''' that th..e colloqui.. repr..ent

official notification. Were it not for the quutions, the

Cc.ai••ion would not have been notified.

ca.ai••ion was notified.

Neverthele•• , the

~kat No. 3987-U, February 19, 1'92, at 1062.

311d., p. 1093 to 10~4.
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Ittagt

~rycalll lo••e. have bean ab.orbed by other regulated

operation. since June, 1991. In 1991 the ac1d-l:»aclt reduced the

Qeorvia ROE froa 12.03 percent to 11.85 percent. The Caapany·.

acld-back of MaaOryC&111 10._ to r~atad operations without

.pacific direct disclo.ure to thi. Ca.Ri••ion hindered the

cc.ai••ion '. evaluation of the trial offering of MaaoryC&lll.

CIY••

coapanyI. interpretation of the Coaai••ion·. order in Doc:kat

No. 4000-0.

MSmMn4etign

The auditor. re~ that the Ca.aiaaion raprilaanc1 the

Cc.pany by whatever _ana are available for adeline; 1Ieaorte&111

loa... to regulated profits on the Surveillance Report without any

notification to the cc.ai••ion and without the filin9 of any

.tariff. and co.t .tuelle••
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9. Southern Belli S cOMtruction progru mould be
regularly AUdit.d,

s,..,ry

Th. auditors I r.vi.w of ..-oryCalll cOMtruction progr..

..timet.s r.vealed s.v.ral .rrors 0 Incorrect coding on the two

xeaarycalll .stiJlat.. proc.ssed by S8 in 1990 caus.d the capital

costs involved to be initially a.signed to regulated instead of

nonregulatec:l. Additional incorrect coding on on. of th_

estimat.s caus.d 30 percent of th' Ri9ht-To-O_ (wR'1't1W) software

coats involved to be chaZ'9ed to capital, instead qf expens.. Th.

DeClJlber 1991 AlUIIS Joint cost Report failed to reflect as

ncmrequlated plant-in-s.rvic. ov.r $250,000 of ~rycalll

im..taent placed in 1990 and 1991. Although internal controls

.ventually ci.t.ctecl and corr.cted the coding errors and the ARMIS

•issu. vas a thing diff.r.nc., the RTO probl_ vas not corr.cted

until uncovered by this audit. Th. auditors rec~nd that

•..

internal and external audits of sa' s construction prQ9r_ be

'scheduled on a rl9\llar baais to h.lp ensur. proper cost assi9JDIent.

crit.ria

The initial aaai9JmeDt of inv..a.ent is critical to th•

..int~ce of an accurate s.paration of regulated and nonregulated

coats. Abaant special scrutiny, input .rrors _y ..cape d.t.ction

becau.e of the ..gnitude of inv..t:aent data proc..sed .ach .cntb

and the ccmaplexity of r.lated accounting syst_•
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cgn4itign/Eff·ct

The controversial natur. of S8 I s IIaaoryC&lll aervic. led th.

auditors to car.fully r.vi.v the four Meaorycalll estimates

processed in 1990 and 1991o~ It va. found that the input cod. on

••tblat•• M1290 and M1418 vas 6151.0 inat.ad of 615Xl. This codin9

.rror led to th. initial a.siq.naent of r.lated capital costs to

rlC)Ulated, inat.ad of nonregulateCl. Fortunately, this discrepancy

vas d.t.ct.d as part of SBls aontbly reviev of coat S.parations

Syst_ (MCSSM) activity, and corr.cted in Dloember 1990.

'l'b. audit furth.r rev_lid that 30 percent of the R'1'O .oftwar.

co.ts on ••tiJlat. M1418 va. charg.d to capital (Account 2212, 377C) ,.
inat.ad of expena. (Account 6212, 377M). An adjustment was mael. in

May, 1993, to corr.ct this .rror.

The auditor. al.o atteapted to track the Meaorycalll

inv..~t placed in service in 1990 and 1911 to the Dlc~ 31,

1991 ARIaS Joint Co.t Report (FCC Raport 43-03). '!'he ARIaS Report

va. found to includ. $3,881,807 of dir.ctly charged X-Orycalll

Di9ital El.ctronic Switchin9 (Account 2212) inv_'baent. 31 'l'b. four

e.timate. cOllpletecl by the end of 1991 contained $4,169,151 of

Account 2212 inve.t.ent. As of January 1, 1993 it va. found that

$4, 139,474 of x_orycalll related Account 2212 inv_taent placed in

1990 and 1991 r_ined in ••rvice. J4 '!'he difference betw.en the

~Eatiaat•• JC.290, K1418, JC.765 and 111842.

JJ..rbe ARMIS R.port reconcile. to the CCS/PPS Part X SlDIIIary for
the .cnth of Dlc--.ber, 1991. Dir.ct charge. to Keaory call are
found to be $3,881,806.62 on page 30 of the CCS/PPS Part X SWllllary.

J4ICS/DCPR run dat.d January 2, 1993, pa9" 10756 to 10761.
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